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This article introduces emerging markets, their 
history, current developments, and future trends. 
To do this, it first analyses the origin of the 
“emerging markets” name, a list of potential mar-
kets to be included in the emerging category, and 
the flows of trade and investments along with 
their share in the world’s economy. It continues 
by studying the main characteristics of emerging 
markets and the distinctive features of local play-
ers. The article concludes by exploring two gro-
wing trends in emerging markets, their largest 
cities as the markets of the future, and the com-
mercial relationship between China and Latin 
America. 
 
Emerging markets, the markets of the future  
 
“Global institutions had failed to fully reflect the 
changing status of developing countries in the 
world economy and finance”  
Hu Jintao, China’s president  (1) 
 
1. Introduction 
 
Emerging markets have been increasingly appea-
ring in the media, specialised literature, and 
MNCs annual reports in the last 15-20 years. 
During this period, acronyms like BRIC (Brazil, 
Russia, India, China) , BRICET (BRIC + Eastern 
Europe + Turkey), BRICS (BRIC + South Africa) , 
VISTA (Vietnam, Indonesia, South Africa, Turkey, 
Argentina) , BRICM (BRIC + Mexico), BRICK 
(BRIC + South Korea), CIVIETS (Colombia, Indo-
nesia, Vietnam, Egypt, Turkey and South Africa), 
or Next Eleven (Bangladesh, Egypt, Indonesia, 
Iran, Mexico, Nigeria, Pakistan, Philippines, 
South Korea, Turkey, and Vietnam) were coined 
and are now common in the business vocabulary.  
 
Also during this period, twelve Transition Econo-
mies from Eastern Europe joined the European 
Union (EU) and from them five entered the Euro-
zone. Emerging markets have also increased 
their weight in political terms in recent years as 
the Group of Twenty (G20) (2) has replaced the 
Group of Eight (G8) to “become the new perma-
nent council for international economic cooperati-
on” (CNN.com, 2009).  
 
However, along with the many acronyms, there 
are various definitions of emerging markets as 
well as different lists of these markets. 
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2. Emerging Markets 
 
Until the end of the 1970s, ‘less economically de-
veloped countries’ (LEDCs), based on objective 
or subjective indicators, was the common term for 
countries that were less developed in comparison 
with the USA, Western Europe, or Japan. This 
term carried the idea of high potential for profits 
but with higher risks. The term was thought not 
positive enough and as a consequence the label 
‘emerging market’ appeared and since then has 
been used with ‘emerging economies’ interchan-
geably. The term ‘emerging markets’ “was 
coined, the literature seems to agree, in the early 
1980s by Antoine van Agtmael, then working for 
the World Bank’s International Financial Corpora-
tion. The phrase was defined in terms of econo-
mics and levels of wealth. Emerging markets we-
re economies with low-to-middle per capita in-
come. It quickly came to be understood that 
emerging markets also needed to boost their 
growth, open their markets, and embark on 
structural reform. For years, the term was syn-
onymous with the Asian tiger econo-
mies” (Authers, 2006).  
 
At the beginning of the 2000s, new definitions 
and lists appeared in specialised literature. For 
example, Arnold and Quelch (1998) said that 
emerging markets are countries that satisfy at 
least two criteria: (i) a rapid pace of economic 
development, and (ii) government policies favou-
ring economic liberalisation and the adoption of a 
free-market system. At that time, the International 
Financial Corporation (IFC, 1999) identified 51 
rapidly growing countries in Latin America, Africa, 
Asia, and the Middle East as emerging econo-
mies and to this Hoskisson, Eden, Lau, and 
Wright (2000) added 13 Transition Economies 
from the list of the European Bank for Re-
construction and Development (European Bank 
for Reconstruction and Development, 1998). This 
made a total of 64 emerging markets at the be-
ginning of the 21st century.  
 
After this, in 2001 Goldman Sachs’ chief econo-
mist Jim O’Neill developed the idea of BRICs for 
countries he expected to be the next to enter the 
economic big league. He said that the BRICs, 
Korea, and Mexico “should not be really thought 
of as ‘emerging markets’ in the classical sense, 
as many still do. (3) 
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We regard these countries as a critical part of 
the modern globalised economy”.  
 
Table 1: FTSE Global Equity Index Series 
(FTSE, 2010) 
With these definitions issues appeared when 
analysis and comparisons were attempted. The-
se economies are too diverse; the pace and 
depth of their political and economic changes, 
and the size of their markets are only examples 
of the differences. Is it possible to have in the 
same group countries like Argentina, Pakistan, 
and Lithuania? Or China, Trinidad and Tobago, 
and Jordan? ^ 
 
For this reason, probably, The Economist (2008) 
proposed to retire the phrase “emerging mar-
kets” and supports the more rigorous three cate-
gories recently published by the FTSE group ba-
sed on the development levels of local stock 
markets (4): (i) advanced emerging, (ii) second-
ary emerging, and (iii) frontier markets. Table 1 
shows the list of countries in each category as at 
September 2010.  
 
Figure 1 shows the performance for the FTSE 
Emerging Markets Index (5) compared with the 
FTSE All World Index from January 2006 to Ja-
nuary 2011.  
 
In this figure, it is possible to see that the 
Emerging Markets Index has outperformed the 
All World Index over the period of analysis; this 
is particularly relevant as the period was domina-
ted by a deep economic and financial crisis. 
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Figure 1: Compared performance of the FTSE 
Emerging Markets Index versus the FTSE All 
World Index from 2006 (FTSE, 2011)  
In addition to the FTSEs, there are other lists 
from specialised institutions like ISI Emerging 
Markets or indexes like the Morgan Stanley Capi-
tal International (MSCI).  
 
In fact, Jim O’Neill from Goldman Sachs, the 
creator of BRIC, recently proposed to add Mexi-
co, South Korea, Turkey, and Indonesia to what 
he dubs “growth markets” as “any economy from 
the emerging markets world that is already 1 per 
cent of global GDP or more, and has the potential 
for that to rise, has the ability to be taken serious-
ly”. (6)  
 
But still it seems challenging to create a com-
prehensive list, index, or even a definition of 
emerging economies. One of the reasons is that 
countries are growing; markets may have develo-
ped from a past emerging market phase like 
South Korea or Taiwan (or the other way around, 
like Argentina).  
 
A second reason may be the simplification in-
herent in making an index, for example, small 
countries (or countries with limited market liquidi-
ty), like Chile, are often underestimated.  
 
3. Trade and investments 
 
In any case, and regardless of different classifica-
tions, the increasing importance of LEDCs or 
emerging markets is being fed by their growing 
share in the flows of trade and investments in the 
world economy.   
 
This can be seen in Figure 2: by 1970 merchan-
dise exports were around 20% and by 2008 they 
had reached 38%, commercial services exports 
also increased from around 20% in 1970 to 27% 
of global trade in 2008 (WTO, 2010b).  
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Figure 2: Share of developing economies in 
world trade in %, 1970-2008 (WTO, 2010b)  
 
A comparison between Table 2 and Table 3 
shows the same trend by country and region. In, 
Table 2 it is possible to see that the EU 15, the 
USA, and Japan accounted for around 65% and 
60% of world trade in 1990 and 1999 respec-
tively, and that LEDCs for only around 12% and 
18% over the same period. Ten years later, Table 
3 shows that in 2009 the EU 27, the USA, and 
Japan accounted for around 33.5% whilst the Six 
East Asian Traders (7) , China, Mexico, and the 
Russian Federation were responsible for 34% of 
world trade. From Table 3, it is also worth noting 
that the list of top ten exporters is shared by de-
veloped countries and emerging markets, and 
also that India and Brazil (key components in the 
BRIC) are still at an early stage in their involve-
ment in international trade with 1.7% (position 15) 
and 1.6% (position 18) respectively. 
 
Table 2: World merchandise exports by count-
ry and region in %, 1999 (WTO, 2000)  
For foreign investments the trend is similar. As 
can be seen in Figure 3, FDI flows to developing 
and transition economies have been growing, 
from a 10% share in 1974 to 49% of total flows in 
2009.  
 
If this trend continues, in a few years emerging 
markets for the first time will be receiving more 
FDI than developed economies. This trend is also 
seen in mergers and acquisitions (M&A). 2010 
figures in emerging markets are now higher than 
those of Europe for the first time with a volume of 
US$575.7bn against Europe’s us$550.2bn.  
 
“Deals by companies in emerging markets now 
account for 30 per cent of global M&A activity, 
while Europe’s share has fallen to 29 per cent. 
China, with about $133bn in deals, has attracted 
most interest this year from acquirers. Brazil, In-
dia and Russia follow, with the four BRIC count-
ries together accounting for more than half of 
emerging markets activity” (Saigol and Thomas, 
2010).  
 
Table 3: World merchandise exports and im-
ports by country in %, 2009 (WTO, 2010a)  
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Figure 3: Inward and outward FDI flows, an-
nual, 1970-2009 (UNCTAD, 2011) 
In any case, not all emerging economies are ac-
tive recipients of FDI. Fifteen countries from East 
Asia, Latin America, and Southern Africa ac-
count for around 73% of inward FDI to develo-
ping economies as can be seen in Table 4.  
 
Table 4: FDI inward stock to developing eco-
nomies, 1990-2009, in millions of US$ 
(UNCTAD, 2010) 
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Recipients in this table are ranked by the stock of 
FDI, where it is worth noting the high position of a 
small country like Chile (probably the gateway for 
foreign investments in South America) showing 
that not only big countries can be emerging eco-
nomies. India’s relatively low position is also 
worth of mention as its FDI stocks are much 
lower than its BRIC counterparts. 
 
4. Main characteristics 
 
As stated above, it is difficult to find a com-
prehensive definition of emerging markets that 
suits all. For example, “for households, emerging 
markets are the source of cheap consumer 
goods. For frustrated computer users, they are 
often the location of outsourced technical sup-
port. For executives of multinationals, emerging 
markets are growth drivers amid stagnation and 
financial crisis in developed economies” (Khanna 
and Palepu, 2010, p. 1). 
 
But one of the criteria that often underlies various 
definitions of emerging markets “is the system of 
market governance and, in particular, the extent 
and stability of a free market system” (Arnold and 
Quelch, 1998, p. 8) along with the “ease with 
which transactions can take place in any market 
and the cost associated with it” (Khanna and 
Palepu, 2002, p. 4). This is based on the fact that 
economies should put in place a web of institu-
tions to facilitate the efficient functioning of mar-
kets. These institutions mould the social and or-
ganisational behaviour of organisations and, as a 
consequence, affect their decision-making pro-
cesses as well as their available options. Institu-
tions in a market (country) should reduce 
uncertainty and provide a stable level playing 
field that facilitates interactions and diminishes 
both transaction and information costs.  
 
This complex web of institutions that permeates 
the developed economies is either absent or 
poorly developed in emerging markets. This 
seems evident in three main areas in EMs: (i) in-
formation problems: comprehensive, reliable, and 
objective information to make decisions is not 
widely available; (ii) misguided regulations: some 
emerging economies place political goals over 
economic efficiency which reduces the chances 
to take full advantage of business opportunities; 
and (iii) inefficient judicial systems: an indepen-
dent judicial system that enforces contracts in a 
reliable and predictable way does not seem to be 
the reality in EMs (Khanna and Palepu, 1997).  
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In this sense, it has been found that “building all 
the institutional infrastructure for well-functioning 
markets is a slow and time consuming pro-
cess” (Khanna and Palepu, 2002, p. 4).  
 
Reasons for this can be: (i) that emerging mar-
kets require good political governance to develop 
institutions with thoughtful and supportive regula-
tions, as well as even-handed and predictable 
enforcement; (ii) that these institutions need qua-
lified persons with certain skills who are usually 
difficult to find in emerging economies; and (iii) 
that in the development of market institutions the-
re is a mutual interdependence across the first 
two problems (Hoskisson et al., 2000; Khanna 
and Palepu, 2002).  
 
In fact, it has been suggested that “many 
emerging markets are likely to suffer from signifi-
cant institutional voids for a long time to co-
me” (Khanna and Palepu, 2002, p. 4) as “the me-
re deregulation of economies does not automati-
cally lead to immediate reduction in transaction 
costs” (Khanna and Palepu, 2000, p. 281). 
 
Institutional voids usually result in higher transac-
tion costs. This is because the price system does 
not give reliable information for the efficient allo-
cation of resources; also, because sometimes the 
government’s discretion rather than the rule of 
law determines property rights and makes their 
enforcement more costly. 
 
Institutional voids can also lead to market failures 
and, as a consequence, firms operating in EMs 
often have to perform some of these functions 
themselves. Higher transaction costs are also a 
reason behind the high prevalence in emerging 
markets of unrelated diversified local business 
groups mainly due to the low development of the 
capital and labour markets. Examples of this are 
the chaebols in South Korea, business houses of 
India, or grupos económicos in Latin America 
(Khanna and Palepu, 1997). 
 
In addition, capabilities for relationship-based ma-
nagement in emerging markets substitute for the 
lack of institutional infrastructure as firms tend to 
base their competitive advantage on links with 
local authorities. In this environment, local com-
panies can obtain licenses and other benefits due 
to their close links with the home government 
and, as a consequence, protect their operations 
from domestic and international competitors 
(Fornes, 2009; Hoskisson et al., 2000). 
5. Local players 
 
Local companies from emerging countries usually 
take any of these three organisational forms: (i) 
domestic competitors (mainly business groups, 
state-owned companies, and privatised firms); (ii) 
entrepreneurial start-ups; and (iii) overseas play-
ers (Peng, 2003; Peng, Tan, and Tong, 2004). 
They face four broad challenges: (i) competition 
from developed countries’ firms entering EMs to 
exploit the skills developed in their home mar-
kets; (ii) having to develop new strategies to deal 
with improved conditions in their domestic mar-
kets; (iii) having to enter other EMs to exploit the 
strengths developed in their domestic markets; 
and (iv) having to enter developed economies 
(Wright, Filatotchev, Hoskisson, and Peng, 2005).  
 
These companies face a ‘high velocity’ environ-
ment of rapid political, economic, and institutional 
changes” (Wright et al., 2005, p. 7). Due to this, 
EMs’ companies have developed a set of abili-
ties, strengths, and capabilities (like close links 
with governments, structures aimed at internali-
sing transaction costs, etc) to overcome these 
challenges which help them to compete suc-
cessfully in the domestic market. But their enga-
gement in international activities, especially FDI, 
has been relatively low.  In the 1990s, most FDI 
from EMs was categorised as asset-exploitation 
and asset-seeking. The former implies a transfer 
of proprietary assets across the border, and the 
latter aims at the acquisition of strategic assets 
(Makino, Chung-Ming, and Rhy-Song, 2002).  
 
Asset-exploitation FDI by EMs’ firms, especially 
in other developing countries, is usually small 
scale, labour intensive, and has flexible pro-
duction skills along with products suitable for the 
host market that could eventually replace dome-
stic competition. Companies from EMs used to 
choose FDI, rather than exports or licensing, as 
their preferred option because of: (i) the 
uncertainty of the local market (mainly poor infor-
mation on the value of local assets and weak di-
stribution networks), (ii) the difficulty for local 
firms to internationalise their operations, and (iii) 
the weak legal framework to protect technological 
knowledge (Wells, 1981, 1983). Asset-seeking 
FDI has been followed by companies from Asia’s 
newly industrialised economies to reinforce their 
price competitiveness in EMs, but to strengthen 
their non-price competitiveness when investing in 
developed countries (Chen and Chen, 1998; 
Kumar, 1998).  
Emerging markets, the markets of the future — Gaston Fornes 
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This strategy implies that internal strengths 
should come from the ownership of proprietary 
assets and also from the capacity to buy and the 
knowledge to manage assets from firms in the 
host country (Dunning, 1995; Dunning, 1998).  
 
But since the 2000s, the situation has been 
changing as firms from EMs have been increa-
sing their presence outside their home markets. 
 
 Well known examples like Cemex and America 
Móvil from Mexico, Ternium from Argentina, Vale 
and Gerdau from Brazil, JSFC from Russia, 
Lenovo and ZTE from China, and Tata Motors 
from India are leading the way in the internatio-
nalisation of companies from emerging econo-
mies followed by an increasing number of firms 
engaging in international operations.  
 
This trend can be seen in Table 5 which shows 
the outward stock of FDI as % of GDP. In the 
table, it is worth noting the high increases during 
the period of countries like Chile, Malaysia, Ko-
rea, or South Africa, although they are still far 
away from the 40.8% posted by developed eco-
nomies. 
 
Different from the situation for most of the 20th 
century, EMs’ companies now seem to be in a 
stronger position to compete in foreign markets.  
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These companies can offer high levels of flexibili-
ty and the capability for rapid adjustment from 
their experience dealing with changing home en-
vironments.  
 
They can also offer every day low prices and high 
value for money to middle and low segments of 
consumers in both developed and emerging eco-
nomies. Firms from EMs have also been 
strengthening their position as suppliers of global 
retailers where customers are now demanding 
their products (Williamson and Yin, 2009). 
 
Still, they seem to have a long way to go until 
they can reach a level of internationalisation 
(measured by foreign assets) similar to that of 
their Western counterparts. This is self-evident in 
a comparison between the figures in Table 6 (the 
top 75 non-financial firms from EMs) with the 
world’s top 75 MNCs (UNCTAD, 2010).  
 
For example, General Electric, the world leader, 
has US$401.290 millions in foreign assets, while 
CITIC from China (top in the EMs’ list) has 
around 10% of this value (CITIC is number 48 in 
the world’s list). Also, the company in 75th positi-
on in the world’s top 100 MNCs, TeliaSonera AB 
from Sweden, has US$29.067 millions in foreign 
assets; while TPV Technology Limited from Chi-
na has less than 10% of this figure in foreign as-
sets (US$2,266 millions).   
Table 5: FDI outward stock as percentage of GDP, 1990-2009 (UNCTAD, 2010) 
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Table 6: The top 75 non-financial firms from developing and transition economies, ranked by fo-
reign assets, 2008 (UNCTAD, 2010)  (12) 
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6. Emerging cities 
 
Probably due to the heritage from the time when 
the idea of less economically developed countries 
was in use, EMs have continued being associated 
with countries rather than with markets. This diffe-
rence is relevant as one of the characteristics of 
these countries is the disparity in income distribu-
tion, where most of the wealth is concentrated in 
their cities and surrounding areas, usually large 
ones. This is the case for small countries, like 
Chile, where its capital Santiago has a population 
of around 5 million (out of a total country popula-
tion of 16 million) or bigger countries, like Argenti-
na, where Buenos Aires, the capital city, has 
around 18 million inhabitants (including La Plata) 
out of a total country population of around 40 milli-
on. Brazil has two cities, Sao Paulo and Rio de 
Janeiro, with around 20 and 12 million respec-
tively out of an estimated country population of 
190 million.  
 
In Mexico City there are 20 million inhabitants out 
of a total country population of around 112 million. 
Similar cases can be found in China, where the 4-
5 largest and most developed cities of Shanghai, 
Nanjing, Guangzhou, Hangzhou, and Beijing ac-
count for a population of around 75 million. 
Examples like these can be found in most 
emerging markets. As a comparison, in the EU 
there are only two urban areas with populations of 
around 10 million(London and Paris); in the USA 
(New York and Los Angeles); and in Japan 
(Tokyo and Osaka). 
Table 7: The 30 largest urban agglomerations 
in 2025 ranked by population size (UN, 2009) 
These cities are the real emerging markets. They 
are the places where a growing middle-class is 
demanding higher living standards as the econo-
my develops and where growth rates are usually 
higher than those in developed economies. Most 
of these cities have vibrant economies with an 
average purchasing power higher than the rest of 
the country and are the places where the local 
wealthy live.  
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Although these cities suffer from some of the in-
stitutional voids present in their countries, private 
agencies operate in these markets to help in the 
reduction of inefficiencies in transactions (to the 
extent permitted by local legislation), physical inf-
rastructure is improving along with public trans-
port, and education levels and reach are also im-
proving. Table 7 shows the 30 largest urban ag-
glomerations in 2025 where it can be seen that 
the great majority of cities are in emerging econo-
mies (24 out of 30). These 24 cities will total 375 
million inhabitants in 2025, 75% of the current 
population of the 27 countries in the EU 
(Eurostat, 2011). 
 
7. China-Latin America: the emerging mar-
kets’ axis 
 
It is widely agreed that most of the current state 
attained by EMs started with the Six East Asian 
Traders in the 1970s and 1980s and has been 
consolidated with the emergence of China from 
the 2000s. But there are other emerging markets 
that have been increasing their presence in the 
world’s economy since the 1990s, such as Chile 
and Mexico, and from the 2000s Brazil and Costa 
Rica. In fact, most Latin American countries in the 
last decade have been posting growth rates 
much higher than those in developed economies 
led by an export boom. Asia is increasingly the 
destination of these exports where China has 
become a main trading partner for many Latin 
American countries. At the same time, Latin Ame-
rica with around 600 million people and a com-
mon culture, history, and language (13) has also 
been a target market for many Chinese compa-
nies looking for consumers for their low cost pro-
ducts. 
 
The trade relation between China and Latin Ame-
rica was negligible at the beginning of the 1990s. 
But from the mid-1990s it has grown more than 
18 times (posting a trade surplus for China of 
around US$47 billion in 2008 from a deficit of 
US$283 million in 1990 (ECLAC, 2010; Sanchez 
Ancochea, 2006)). A similar situation can be 
described for investments. One of the main desti-
nations of Chinese Outward Foreign Direct In-
vestment (ODI) in recent years has been Latin 
America, with 50% of Chinese ODI in 2004 (more 
than the 30 per cent that went towards Asia) 
(Blazquez-Lidoy, Rodriguez, and Santiso, 2006, 
p. 35), with 53% in 2005, 40% in 2006 
(MOFCOM, 2007)), and with similar trends in 
2008 and 2009 (MOFCOM, 2008).  
This shows that a new strong axis of trade and 
investments between China and LA is consolida-
ting. Flows of trade and investment exceed 
US$100 billion (ECLAC, 2008, 2010) and are gro-
wing at an annual rate close to 50% (WTO, 
2008).  
 
This figure is similar to that of the trade between 
the EU and Japan at the end of the 1990s, which 
means that the China-LA axis rivals that of the 
Triad’s (14) axis (Fornes and Butt-Philip, 2011). 
In other words, the last decade has seen the de-
velopment of the China-Latin America commerci-
al relation as the emerging markets’ axis. All Latin 
American countries were colonised by Spain, 
speak Spanish, and are Catholic, with the excep-
tion of Brazil that was colonised by Portugal and 
speaks Portuguese. Japan, North America, and 
Western Europe (Omae, 1985). 
 
8. Conclusion 
 
This article has presented why emerging markets 
are now one of the main areas of growth for inter-
national companies. It has analysed their main 
characteristics, local players, and local environ-
ment. It ends by presenting two big trends with 
the potential to attract the strategic focus of multi-
national companies, their emerging cities, and the 
relationship between China and Latin America. 
 
References 
 
Arnold, D. J. and Quelch, J. A. 1998. New Strategies 
in Emerging Markets. Sloan Management Review, 40
(1): 7. 
 
Authers, J.; 2006. The long view: how adventurous are 
emerging markets? Financial Times. 20/10/2006. 
 
Blazquez-Lidoy, J., Rodriguez, J., and Santiso, J. 
2006. Angel or devil? China's trade impact on Latin 
American emerging markets. Paris: OECD Deve-
lopment Centre. 
 
Chen, H. and Chen, T. 1998. Network linkages and 
location choice in foreign direct investment. Journal of 
International Business Studies, 29(3): 445-467. 
 
CNN.com; Officials: G-20 to supplant G-8 as interna-
tional economic council http://edition.cnn.com/2009/
US/09/24/us.g.twenty.summit/index.html; 12/1/2011. 
 
Dunning, J. 1995. Reappraising the eclectic paradigm 
in the age of alliance capitalism. Journal of Internatio-
nal Business Studies, 26(3): 461-491. 
31 
_______________ 
SBS JABR—Vol 1 
Emerging markets, the markets of the future — Gaston Fornes 
Dunning, J. 1998. Location and the multinational enter-
prise: a neglected factor? Journal of International Busi-
ness Studies, 26(1): 461-491. 
 
Dyer, G., Pilling, D., and Henny, S.; 2011. A strategy to 
straddle the planet. Financial Times. 17/1/2011. 
 
ECLAC. 2008. Latin America and the Caribbean in the 
World Economy, 2007-2008. Santiago de Chile: Econo-
mic Commission for Latin America and the Caribbean. 
 
ECLAC; Interactive Graphic System of International 
Trade Data; http://www.eclac.org/cgi-bin/getprod.asp?
xml=/comercio/noticias/paginas/9/33539/
P33539.xmlandxsl=/comercio/tpl-i/p18f.xslandbase=/
comercio/tpl-i/top-bottom.xsl; 15/1/2010. 
 
European Bank for Reconstruction and Development. 
1998. Transition Report 1998. London: EBRD. 
 
Eurostat. 2011. Total population. 
 
Fornes, G. 2009. Foreign Exchange Exposure in 
Emerging Markets. How Companies Can Minimize It. 
Basingstoke: Palgrave Macmillan. 
 
Fornes, G. and Butt-Philip, A. 2011. Chinese MNEs 
and Latin America. A Review. International Journal of 
Emerging Markets, 6(2). 
 
FTSE; FTSE Global Equity Index Series Country Clas-
sification; http://www.ftse.com/Indices/
Country_Classification/Downloads/Sept%202010/ 
 
FTSE_Country_Classification_Sept_2010_Update.pd; 
10/12/2010. 
 
FTSE; Performance Analysis; http://www.ftse.com/
Indices/FTSE_Emerging_Markets/
Performance_Analysis.jsp; 14/1/2011. 
 
Hoskisson, R. E., Eden, L., Lau, C. M., and Wright, M. 
2000. Strategy in Emerging Economies. Academy of 
Management Journal, 43(3): 249-267. 
 
Hughes, J.; 2011. ‘Bric’ creator adds newcomers to list. 
Financial Times. 16/1/2011. 
 
IFC, I. F. C. 1999. 
 
Khanna, T. and Palepu, K. 1997. Why focused strate-
gies may be wrong for emerging markets. Harvard 
Business Review, 4(75): 3-10. 
 
Khanna, T. and Palepu, K. 2000. The Future of Busi-
ness Groups in Emerging Markets: Long-run evidence 
from Chile. Academy of Management Journal, 43(3): 
268-285. 
 
Khanna, T. and Palepu, K. 2002. Emerging Giants: 
Building World-Class Companies in Emerging Mar-
kets. Harvard Business School Cases. 
 
Khanna, T. and Palepu, K. 2010. Multinationals in 
Emerging Markets. In T. Khanna and K. Palepu 
(Eds.), Winning in Emerging Markets: A road map for 
strategy and execution. Boston: Harvard Business 
School Publishing Corporation. 
 
Kumar, N. 1998. Globalization, foreign direct invest-
ment and technology transfers: impacts on and 
prospects for developing countries. New York: Rout-
ledge. 
 
Makino, S., Chung-Ming, L., and Rhy-Song, Y. 2002. 
Asset-exploitation versus asset-seeking: implications 
for location choice of foreign direct investment from 
newly industrialized economies. Journal of Internatio-
nal Business Studies, 33(3): 403-421. 
 
McGregor, R.; 2011. Hu questions future role of US 
dollar. Financial Times. 16/1/2011. 
 
MOFCOM. 2007. Statistical Bulletin of China’s Out-
ward Foreign Direct Investment. Beijing: Ministry of 
Commerce, The People's Republic of China. 
 
MOFCOM. 2008. Statistical Bulletin of China’s Out-
ward Foreign Direct Investment. Beijing: Ministry of 
Commerce, The People's Republic of China. 
 
Omae, K. 1985. Triad Power: the coming shape of 
global competition. New York: Free Press. 
 
Peng, M. 2003. Institutional transitions and strategic 
choices. Academy of Management Review, 28: 275-
296. 
 
Peng, M., Tan, J., and Tong, T. 2004. Ownership ty-
pes and strategic groups in an emerging economy. 
Journal of Management Studies, 41: 1105-1129. 
 
Saigol, L. and Thomas, H.; 2010. Emerging Markets 
M&A outstrips Europe. Financial Times. 19/9/2010. 
 
Sanchez Ancochea, D. 2006. El impacto de China en 
América Latina: ¿oportunidad o amenaza? , ARI - Re-
al Instituto Elcano, Vol. 38: 4-8. 
 
Santiso, J. 2006. Of dragons & elephants, LatinFi-
nance, Vol. September. 
 
The Economist; 2008. Ins and Outs. Acronyms BRIC 
out all over. The Economist. 18/9/2008. 
 
UN; World Urbanization Prospects. The 2009 Revisi-
on.; http://esa.un.org/unpd/wup/index.htm; 27/1/2011. 
 
 
32 
_______________ 
SBS JABR—Vol 1 
Emerging markets, the markets of the future — Gaston Fornes 
UNCTAD. 2010. World Investment Report. Geneva: 
United Nations Conference on Trade and Deve-
lopment. 
 
UNCTAD; UNCTADStat; http://unctadstat.unctad.org/
TableViewer/tableView.aspx?ReportId=88; 18/1/2011. 
 
Wells, L. 1981. Foreign investors from the Third 
World. In K. Kumar and M. McLeod (Eds.), Multinatio-
nal from developing countries: 23-36. Lexington, MA: 
Health and Company. 
 
Wells, L. 1983. Third World Multinationals: The Rise of 
Foreign Direct Investment from Developing Countries. 
Cambridge, MA: MIT Press. 
 
Williamson, P. and Yin, E. 2009. Racing with the Chi-
nese dragons. In I. Alon, J. Chang, M. Fetscherin and 
C. Lattemann (Eds.), China Rules. Globalization and 
Political Transformation: 69-100. Basingstoke and 
New York: Palgrave Macmillan. 
 
Wright, M., Filatotchev, I., Hoskisson, R. E., and Peng, 
M. W. 2005. Strategy Research in Emerging Econo-
mies: Challenging the Conventional Wisdom. Journal 
of Management Studies, 42(1): 1-33. 
 
WTO. 2000. International Trade Statistics. Geneva: 
World Trade Organisation. 
 
WTO. 2006. World Trade Report. Geneva: World Tra-
de Organisation. 
 
WTO. 2008. World Trade Report. Geneva: World Tra-
de Organization. 
 
WTO. 2010a. International Trade Statistics. Geneva: 
World Trade Organisation. 
 
WTO. 2010b. Participation of Developing Economies 
in the Global Trading System. Geneva: WTO 
 
Footnotes 
 
1. Quoted in (McGregor, 2011) 
2. www.g20.org  
3. Quoted in (The Economist, 2008). 
4. The categorisation is based on four criteria: market and 
regulatory environment, custody and settlement, dealing 
landscape, derivatives.  
5. “FTSE Emerging Market indices are a segment of the 
overall FTSE Global Equity Index Series (GEIS), and contri-
bute to the overall GEIS market coverage of 98% of the 
world's total investable market capitalisation, cover 48 count-
ries and comprise over 7000 large, mid and small cap 
stocks. Our emerging market indices cover the same 48 
countries and consist of approximately 1700 large, mid and 
small cap stocks. FTSE has divided the emerging markets 
into advanced emerging and secondary emerging markets 
for greater granularity and to provide a transparent system 
on the monitoring of emerging market criteria through a 
country review process.  
The FTSE All-World Index Series is the large/mid cap aggre-
gate of 2,700 stocks from the FTSE Global Equity Index 
Series. It covers 90-95% of the investable market capitalisa-
tion” (FTSE, 2011). 
6. Quoted in (Hughes, 2011)  
7. Hong Kong, China; Malaysia; Republic of Korea; Singapo-
re; Separate Customs Territory of Taiwan, Penghu, Kinmen 
and Matsu (Taipei, Chinese) and Thailand (WTO, 2006)  
8. Hong Kong and Singapore were withdrawn by the authors 
from UNCTAD’s list of developing economies following 
Hoskisson et al.’s (2000) list of emerging countries; the total 
FDI stock in developing economies shown in the table does 
not include the stocks in these countries. 
9. China; Korea, Democratic People's Republic of; Korea, 
Republic of; Macao, China; Mongolia; Taiwan Province of 
China. 
10. Argentina; Bolivia, Plurinational State of; Brazil; Chile; 
Colombia; Ecuador; Guyana; Paraguay; Peru; Suriname; 
Uruguay; Venezuela, Bolivarian Republic of; Belize; Costa 
Rica; El Salvador; Guatemala; Honduras; Mexico; Nicara-
gua; Panama. 
11. Angola; Botswana; Lesotho; Malawi; Mozambique; Na-
mibia; South Africa; Swaziland; Zambia; Zimbabwe.  
12. Hong Kong and Singapore were withdrawn by the au-
thors from UNCTAD’s list of developing economies following 
Hoskisson et al.’s (2000) list of emerging countries.  
13. All Latin American countries were colonised by Spain, 
speak Spanish, and are Catholic, with the exception of Brazil 
that was colonised by Portugal and speaks Portuguese. 
14. Japan, North America, and Western Europe (Omae, 
1985) 
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Abstract 
 
The aims of this study is to analyze the key suc-
cess factors of SEZs in Malaysia especially 
Penang as a centre of investment which is re-
cognised as the Silicon Valley of the East.  By 
employing qualitative research, the result of this 
study shows that Penang sources of competi-
tiveness laid on their strategic location (close to 
airport and harbour), well equipped infrastructure, 
transparency in custom, tax offices, good educa-
tion to support industry, supply chain, IT as well 
as the availability of talented human resources 
who have division background that suitable for 
electronic industry.  This research also reveal the 
important of cluster strategy, strong comimitment 
and support from  local and central government. 
 
Keywords:  
special economic zone, regional competitiveness, 
cluster strategy, Malaysia 
 
Introduction 
 
Penang, one of Special Economic Zones (SEZ) 
that focuses on electronic industry is one of the 
most successful states in Malaysia. Since the ye-
ar 2010 Penang has recorded as the highest in-
vestment in Malaysia.  
 
The dynamic growing industrial cluster, supply 
chain, human resource, transfer of knowledge, 
and other facilities available in this area have suc-
cessfully boost foreign direct investment in Malay-
sia, decrease unemployment, and eventually in-
crease regional competitiveness. Penang has 
transformed to become manufacturing hub for 
high-tech giants such as Intel, Motorola, IBM and 
Dell.   
 
They aggressively expand their business in Ma-
laysia by not only operating one production place 
but also developed several sites of production in 
Penang. Even Dell has moved their call centre to 
Penang.   
 
The strategic location of SEZ in Penang - just 10 
minutes from airport and 15 minutes from harbour
- allows Dell to deliver their product from Penang 
to US only within 28 hours.   
This paper is trying to analyze the key success 
factors of SEZs in Malaysia, especially in Penang 
which is widely recognized as the Silicon Valley 
of the East. Throughout the history, Malaysian 
industry apparently has shifted from low wage, 
labour-intensive manufacturing activities orga-
nized by foreign-based multinational companies 
(MNCs) to low cost, rapid ramp-up, high volume, 
increasingly automated manufacturing activities 
with special capabilities in assembly, testing, and 
packaging of semiconductors and hard disc 
drives (Best, 1997).  Malaysia has developed 
SEZs in significant quantities but the greatest re-
turns come from a subsection of large-scale zo-
nes with favourable locations, good planning and 
access to the resources. According to the 2010 
World Competitiveness Yearbook, in the year 
2010 Malaysia for the first time has earned a po-
sition among the 10 most competitive countries in 
the world,  up from 18th placing last year    
(http://www.imd.ch/research/centers). The list 
measures Malaysia against 58 countries this ye-
ar, from 57 nations last year. With an index score 
of 87,228, Malaysia has joined the ranks of the 
most competitive countries in the world, sharing 
the Top 10 ranking with Singapore, Hong Kong, 
the US,  Switzerland, Australia, Sweden, Cana-
da, Taiwan and Norway. 
 
Figure 1. Malaysian Competitiveness record 
Source: MIDA presentation April 2011 
 
According to the IMD World Competitiveness 
Center, competitiveness is defined as “how na-
tions and businesses are managing the totality of 
their competencies to achieve greater prosperity. 
The Key Success Factors of Penang As the Silicon  
Valley of the East 
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IMD further describes competitiveness as “a 
country’s ability to resist adversity and show resi-
lience to weather” global financial crises. The per-
formance of Malaysian competitiveness can be 
seen in Figure 1.  
 
Malaysia Ministry of International Trade and Indu-
stry clearly stated that to have a sustained growth 
demands, Malaysian electronics industry have to 
develop a transition to more automated opera-
tions involving high technology and knowledge-
driven processes (Best, 1999).  
 
One of the strategies to achieve a good economic 
performance is to increase export through deve-
lopment of Special Economic Zones (SEZs).  
 
This  zone has been seen as a key instrument 
not only for promoting exports and earning fo-
reign exchange but also for stimulating economic 
growth through additional investment, technology 
transfers, and employment generation.  SEZs has 
been proven to help industrial investors to lead 
economic growth which eventually increase 
country competitiveness. This paper is divided 
into four parts. First, we explain the methodology 
of this research which is followed by the role of 
Penang as a centre of manufacturing industry in 
Malaysia. Third, we analyze the key success fac-
tor of SEZ in Malaysia which consist of: human 
resource, transfer of knowledge, Malaysian 
cluster strategy, input factors, role of government 
in supporting SEZs, and incentive.  Fourth, we 
present Malaysia’s investment trend. Finally, we 
close this paper with conclusion. 
Table 1: Malaysia Total Number of Investment(Source: MIDA)  
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To answer the above question, we use some se-
condary data, in-depth interview and indirect ob-
servation in selected SEZ area in Malaysia. In this 
case, we choose SEZ area in Bayan Lepas 
Penang because of historical value and impressi-
ve achievement, which are: 
1. Bayan Lepas, Penang was the first free tra-
de zone to be set up in Malaysia in 1972 
(presentation Custom Penang, April 2011). 
2. In 2011, Penang acknowledged as the hig-
hest SEZ contribution in Malaysia ( see Ta-
ble 1). 
3. Due to the increasing investment and manu-
facturing activities in Penang, Malaysian 
Director of Labour Department (Rahmat Is-
mail) reported that there were over 5,500 
job vacancies available in Penang on April 
2011. Those vacancies mostly came from 
manufacturing, services, retail, wholesale, 
hospitality and tourism (Star newspaper, 
April 2011). This impressive number recon-
firms the success of Penang as SEZ area. 
Methodology 
 
The aim of this study is to gain an insight on the 
FDI performance of Malaysia and their strategic 
imperative in attracting foreign investment. We 
strive to answer the following question: 
1. How is the macro competiveness and FDI 
performance of Malaysia? 
2. What is the strategy of Malaysia govern-
ment in attracting FDI in their country?  
3. What is investor opinion about Malaysia? 
 
Instead of observation in SEZ area, we also con-
ducted in-depth interview to the Malaysian In-
vestment Development Agency (MIDA), Malay-
sian Royal Custom and investors in Penang. The 
usage of these three types of data collection can 
be seen as a part of triangulation process which 
hopefully can increase the reliability and validity 
of the data. The list of interview can be seen in 
Table 2.  
The Key Success Factors of Penang As the Silicon Valley of the East — Sari Wahyuni et al. 
Table 2: List of interviews in Penang  
36 
_______________ 
SBS JABR—Vol 1 
The Key Success Factors of Penang As the Silicon Valley of the East — Sari Wahyuni et al. 
Penang as Centre of Manufacturing in Malay-
sia 
 
In 2010, Penang became the top manufacturing 
investment in Malaysia for the first time in history 
with RM12.2 billion investment. It was reported 
that 26% country investment in Malaysia is 
comes from Penang. This is a marvelous and in-
credible achievement for the second smallest sta-
te in Malaysia without any natural resources. 
Penang topped manufacturing investment for the 
second year running with RM9.1 billion surpas-
sing the targeted RM6.1 billion (Eng, 2012).  
 
From only having one SEZ in 1972, Bayan Lepas 
Penang is now managing 7 zones which consists 
of four industrial estate free zone and three non 
free zone. There are 22 companies in phase one, 
10 companies in phase two, 48 companies in 
phase three (interview with Custom Penang, 
2011). Most of the tenant are coming from manu-
facturing sectors (50,50%) and  45,8% are from 
services  industry (45,8%) (Interview with Invest 
Penang).  
With this composition and their focus on high tech 
electronic, it is not surprising that Penang is now 
recognised as the Silicon Valley of the East.    
 
Penang SEZs started to grow up more than other 
SEZ in Malaysia when the government invited 8 
big electronic companies to make a business in 
Malaysia. Intel, Bosch, Agilent Technologies, 
AMD, Fairchild, Renesas electronic, Osram, and 
Clarion are 8 pioneers electronic industry in 
Penang since 1972. They were called as 8 Sa-
murai From that point onward, the supporting 
companies came in and supply chain has been 
organically develop which ultimately provide a 
significant economic growth to the region.   
 
“Political stability, government support, and 
capable workforce have motivated 8 pioneer 
MNCs to continue operating in Penang for 39 ye-
ars. The eight Samurai can encourage many top 
MNCs in the world to establish their plant in 
Penang.  
Picture 1. SEZ in Penang   
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There are now more than 300 foreign companies 
in Penang, such as Singapore, Japan, Taiwan, 
and US. Every year investment increases and the 
biggest country investors also change.“ 
(MIDA Penang, 2011) 
 
The above quote highlight the fact that anchor 
companies play a disproportionately large role in 
seeding and upgrading clusters, acting as a ma-
gnet for other companies and supporting projects 
that improve the business environment. 
 
The Key Success Factor of SEZs in Malaysia 
 
Malaysia is the first country in Asia that ready to 
make Special Economic Zones (SEZs) in 1971 
compare with Thailand (1972), China (1979), and 
Indonesia (1986)  (FIAS, April 2008) SEZs in Ma-
laysia have been divided into some regions, such 
as Kuantan, Johor, Gabon, Penang, and Kuala 
Lumpur. Every region has different characteristic 
of input factors.  
 
For example, Kuantan is well-gifted with natural 
resources such as oil, gas, and petrochemical. 
Malaysia as a whole has many natural resources 
in areas like agriculture (palm oil, natural rubber, 
sawn timber, sawn logs, pepper, cocoa, and pi-
neapple), minerals, and forestry (http://
www.tradechakra.com/economy/malaysia/natural-
resources-in-malaysia-199.php).  
 
Nevertheless, the government realizes that re-
lying only to the abundant of natural resources is 
not enough therefore they have tried to develop 
strategic competence based on the development 
of knowledge and education, skill of human re-
sources, cluster strategy. In this session, we will 
discuss each of those important variables that 
provide unique value of SEZ areas in Malaysia.  
 
Human Resource & Transfer of Knowledge 
 
Malaysian government place human resource as 
an eminent role and the driving factors of industry 
competitiveness. Malaysia total population in July 
2011, is 28,728,607 people with 12,693,000 la-
bour force. The unemployment rate in there was 
last reported at 3,3 percent or there is 412,600 in 
September, 2011 (Principal Statistics of Labor 
Force, Malaysia, October 2011).  Fortunately, Ma-
laysian special economic zones have been able 
to become the driving force in building up indu-
strial capacity which eventually provides positive 
impact in developing job creation.  
For example ECER (East Coast Economic Regi-
on) as one of SEZs in Malaysia has been able to 
create 560.000 new jobs by the year 2020 under 
the ECER Master Plan (East Coast Economic 
Development Council, 2009). As a result, Malay-
sian Human Development Index (HDI) has been 
categorised as a high human development count-
ry (57th rank) in 2010 which eventually the best 
HDI compare to China (89th rank), Thailand 
(92th rank), and Indonesia (108th rank).  These 
three countries still categories as medium human 
development country. To develop their human 
resource, Malaysia established Pembangunan 
Sumber Manusia Berhad (PSMB) who designs 
national human resource development.  
 
Recognising the strategic role and value of hu-
man resource, Malaysian government try to focus 
on how to empower their citizen to be a valuable 
employee. For example, in Penang they formed a 
talent development institution so-called PSDC 
which was established in May 1989 by using a 
tripartite model: industry, government, and 
academia.  
 
During our visit on April 2011, it was reveled that 
PSDC consists of 156 members companies. 
Each member contributes RM 5.000-20.000 
which is depending on the amount of employee 
(this is one time installment). PSDC provide facili-
ty for training, consultancy, academy deve-
lopment, and services.  Other states in Malaysia 
used the PSDC concept to set up their own skills 
centre. To date, there are 11 skills development 
centre out of 13 states in Malaysia, with PSDC 
being the first to set up (see Table 3). 
 
PSDC can be categorised as a unique non profit 
organisation not only because they developed 
base on tripartite partnership but also the fact 
that  competing companies pool their resources 
to fund it. Our interview with PSDC management 
shows an interesting view on how they could le-
verage their competitiveness: 
 
“PSDC is a disruptive innovation which plays an 
important role in HRD. We are supported by 
many supporting programme such as incentive 
from Malaysian government for firms who con-
duct training to their employee. Malaysian 
government would reimburse 20% of the course 
fee into employers' levy accounts after the com-
pletion of training under Malaysia Training Pro-
gram and so on.”         
(PSDC Management, 2011)  
The Key Success Factors of Penang As the Silicon Valley of the East — Sari Wahyuni et al. 
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Indeed, knowledge and expertise of employees 
need to be seen as a critical strategic resource 
and organizations have to explore ways in retai-
ning them. Nevertheless, capturing knowledge 
particularly tacit knowledge has been one of the 
main challenges in knowledge management. 
Therefore, PSDC programme also include in-
ternship in their company member, sharing know-
ledge from company expert, a joint laboratory, 
and so on. 
 
Malaysia apparently do not want their country to 
be exploited and only become a place of invest-
ment. To ensure there is transfer of knowledge, 
Malaysian government would not give permission 
for investment to companies that do not have a 
clear transfer of knowledge programme for local 
employee. This is reflected in the following quote:  
 
“When a company want to build their business in 
Malaysia, they must fill a form and agree with our 
human resource policy which ensure that there is 
a transfer of knowledge to local people such as 
submitting proposal of training skill from their  
company to Malaysian employee, give opportuni-
ty for local employee in their project, providing 
information about how many expatriates will be 
employed, their qualification, etc.”  
(Director of MIDA Penang, 2011).  
 
Basically on the job training for local citizen is a 
must. The main idea of this policy is to protect 
and empower local employee so that they can 
improve their skill and capability in certain indu-
stry. After companies established in Malaysia for 
certain period, depend on the type of industry, 
those companies must be localized. Localized 
means that at the end all employees should be 
Malaysian citizen. Figure 2 shows government 
policy in developing SEZ which is based on 
knowledge and education as the centre of SEZs 
model. Knowledge Transfer Program Committee 
of Ministry of Higher Education Malaysia has 
established Knowledge Transfer Program (KTP) 
as a critical project agenda to develop community 
and industry. The aim of this program is to solve 
demand for knowledge workers which eventually 
will be increased in a high income economy.  
Table 3. Skill Development Centre in Malaysia , Source: http://www.psdc.org.my 
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Figure 2. Special Economic Zones (SEZs) Mo-
del. Source: http://www.ecerdc.com.my 
KTP grant scheme phase 1 (2011-2012) initiate to 
recognises a broad range of activities to support 
mutually beneficial collaboration between univer-
sities, industries, and communities such as 
government agencies, non-government organisa-
tion (NGOs), or public sector (KTP, 2011).  
 
It also provides the platform for the exchange of 
intellectual property, expertise, learning and skills 
between the stakeholders (see Figure 3).  
 
The forms of interactions may include joint rese-
arch, education, training, etc. To successfully im-
plement those programme, they established Pu-
blic Higher Education Institutions (IPTA) which 
should be effectively engaged with industry and 
community towards mutually beneficial initiatives 
through role played by: 
 
 Academia: able to incorporate relevant and 
up to date knowledge from industry and the 
community into their teaching, learning, re-
search and consultancy activities. 
 Industry : can utilize the resources of IPTA 
to enhance their business capability and 
economic activities 
 Community: can benefit from the knowledge 
generated in IPTA to improve quality of life 
within the community.  
 Graduate/Postgraduate Intern: enhance 
their personal and professional deve-
lopment. 
Figure 3. Model Implementation of KTP, 
Source: Knowledge Transfer Programme 
Committe (2011) 
The above strategic alliances between related 
stakeholders provide a superb learning environ-
ment that has been positively acknowledged by 
investors: 
 
“Penang provide cost effective and vibrant busi-
ness environment. We don’t have to set up the 
training here, and go back the home count-
ry....everything is available here. 
(Venture Penang, 2011) 
 
A more thorough insight expressed by Bench-
mark: 
“Since Penang has been manufacturing design 
operational for multinational MNC, we have a lot 
of talented engineers. Find expert is also very 
easy, because colleges are trained what is nee-
ded, so it is easy to fit in at technology require-
ment“ 
(Benchmark, 2011) 
 
The existence of electronic clusters in Penang 
made knowledge, HRD and innovation a neces-
sary component to maintain the competitive ad-
vantage of state and region.  
 
The increasing input of knowledge into pro-
duction and acquisition of new knowledge will 
create a new „epistemic landscape“ with a new 
architecture of knowledge  production and inno-
vation (Evers, 2011). Such an epistemic land-
scape consists of   
 a concentration of knowledge workers and 
highly-educated manpower,  
  Institutions of higher learning and research  
 companies with strong R&D an ICT back-
bone  
The Key Success Factors of Penang As the Silicon Valley of the East — Sari Wahyuni et al. 
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By improving the quality of education and expan-
ding the learning opportunities and facilities, Ma-
laysia has been able to generate a pool of 
specialized skills and knowledge workers that can 
serve the man power needs of existing and future 
industries. 
 
Malaysian Cluster Strategy 
 
Former studies have shown that industrial 
clusters enhance the competitive advantage of 
states or regions (Porter and Bryden, 2007, 
Wahyuni et al. 2011). Clustering of related indu-
stries reduces transaction costs, stimulates inno-
vations and drives development. Silicon Valley in 
California or the automotive cluster of Stuttgart, 
Germany is examples of successful clusters. 
 
What makes a cluster successful? A number of 
important factors include: the availability of ven-
ture capital; critical mass; technical infrastructure; 
presence of higher education and research insti-
tutions; entrepreneurial drive; influence of cham-
pions; presence of an anchor firm(s); networks 
and quality of linkages; social capital; and, diver-
sity.  
 
An intriguing aspect is that the factors that distin-
guish ‘over achieving’ from ‘under achieving’ 
clusters are so-called intangible assets. Clusters 
possessing strong inter-firm relationships, trust 
and social capital are more competitive and dyna-
mic. According to Enright (1999), ‘overachieving’ 
clusters are aware of the interdependence of their 
players and, in essence, produce more than the 
sum of their parts.   
 
The important of eminent cluster shows in the 
following quote: 
 
“We invest in Penang because of several 
reasons:1) the dynamic growing industrial cluster, 
nearby suppliers and big customer such as HP, 
Acer, etc. If one big company invest here logically 
speaking other related company will come here 
as well .2) Easy to search skill people, good me-
dical, and high tech. 3) Stable and progressive 
government. 4)Developed infrastructure (close to 
airport, port, Singapore) which make the move-
ment of goods very fast and efficient.5) custom 
immigration is very supporting. Government have 
database online, even the police check the crimi-
nal. 6) Well educated, multilingual work force that 
have good communication and skill.” 
(Venture Penang, 2011) 
“The existence of Intel, Motorola, and other MNC 
in Penang are very important for us because our 
intention is to support them. Cost of Singapore is 
increased. Nobody goes to China because Intel-
lectual property. Malaysia has very good law for 
manufacturing companies like us. Shipping from 
Penang to California only takes maximum 2 days 
with very low risk   (theft, high jacking, etc.)„ 
(Benchmark, 2011) 
 
The above two quotes show the intangible 
aspects of Penang. They basically implement a 
cluster-based Manufacturing strategy  which in-
volves two basic thrusts: the move along the va-
lue chain to increase value added at either end of 
the chain and the shift of the entire value chain to 
a higher level thereby increasing value-added at 
every point along the value chain (EPU,1996, 
p.31).  
 
Malaysia tries to improve local supply chain to 
support big foreign companies in SEZs area by 
developing a database, regular meeting, seminar, 
and training. To get right human resources for 
companies, Malaysia also arrange job matching 
programme.  
 
This strong value chain will not be successful if 
existing companies do not actively increase value 
in their activity, as shown in the following quote: 
 
„At the beginning Quality assurance came from 
us but then the freight cost has been increased. 
We tried to localize value chain so that the cost 
will be lower and the lead time will be shorter. We 
developed strategic alliances with other company 
to build strong value chain.”  
(Venture, 2011) 
 
Although its clear that Malaysia has developed 
their SEZ using strategic cluster, interestingly 
their SEZs are not exclusive. For example, in the 
middle of electronic clusters in Bayan Lepas the-
re are also Diamond Company which is indeed 
unrelated with surrounded activities. During our 
interview, our sources from MIDA said, 
 
 “Malaysia allows all types of investment do not 
matter whether the industry is big or small. Infra-
structure is provided and controlled by the 
government, except the logistic arranged by pri-
vate sector. Our government do not only take 
care the business, such as tax incentive,etc. but 
also take care investor’s family, such as establis-
hed international schools for investors’ children 
and other facilities.” 
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The above analysis clearly shows the eminent 
role of government support, educational and rese-
arch institutions (colleges and universities), non-
profit organizations and trade associations all play 
important roles in cluster development and have a 
catalytic effect on clusters.   
 
Anchor companies play a disproportionately large 
role in seeding and upgrading clusters, acting as 
a magnet for other companies and supporting 
projects that improve the business environment. 
Educational and research institutions play pivotal 
roles in cluster development. It is worth noting 
that the majority of clusters either originated at 
educational institutes or in close proximity to uni-
versities. Community colleges and vocational 
apprenticeship training centres produce the 
specialized workforce essential to the cluster’s 
success.   
 
Several studies about Penang indicated that this 
city has the potential to change from an industrial 
cluster to a knowledge cluster (Evers, 2011) For 
this purpose Penang has reinvented itself as a 
“knowledge hub”. Knowledge clusters are agglo-
merations of organizations that are production-
oriented. Their production is primarily directed to 
knowledge as output or input. Knowledge clusters 
have the organizational capability to drive innova-
tions and create new industries. Examples for or-
ganizations in knowledge clusters are universities 
and colleges, research institutions, think tanks, 
government research agencies and knowledge 
intensive firms. 
 
Knowledge hubs are local innovation systems that 
are nodes in networks of knowledge production 
and knowledge sharing. They are characterized 
by high connectedness and high internal and ex-
ternal networking and knowledge sharing capabili-
ties.  
 
As meeting points of communities of knowledge 
and interest, knowledge hubs fulfill three major 
functions: to generate knowledge, to transfer 
knowledge to sites of application; and to transmit 
knowledge to other people through education and 
training. 
 
“Penang Science Council have developed CSR 
together with companies. For example: Motorola 
(sustainable, education, learning, very strong in 
training), Intel (innovation & research), Braun (life 
science medical health), and so on. Government 
initiate the project and companies will do it.”  
Invest Penang, 2011) 
Government also provide incentives to stimulate 
private sector involvement in the productivity-
driven strategy. Therefore, a series of govern-
mental technology-policy related measures were 
introduced (Rasiah, 1998), such as in Multi Me-
dia Super Corridor companies who enjoy lots of 
incentive due to knowledge driven strategy.  
 
Input Factors 
 
Looking the input factors, in fact it is quite inte-
resting to see that most of our respondents do 
not mention the availability of resources as one 
their stimulating factors in choosing Penang as a 
place for investment, which is shown at the follo-
wing quote:  
 
“Accessibility of raw material in Penang is not 
easier than Singapore. The materials are mostly 
coming from other countries like China and Sin-
gapore. In fact, most of them we purchase it from 
Singapore but it is not originally coming from Sin-
gapore.“ 
(Kobay, 2012) 
 
Despite lack of natural resources, apparently well 
developed infrastructure has become a comple-
mentary rewarding variable.  
 
Malaysia's persistent in driving and upgrading its 
infrastructure has resulted in one of the well-
developed infrastructure among the newly indu-
strializing countries of Asia.  
 
Malaysia has invested effectively in infrastructure 
and has excellent transportation which make Glo-
bal Competitiveness Index (GCI) marked Malay-
sia in 23th position from 125 countries with score 
5,04. (2007).  
 
Network of highways, efficient seaports, interna-
tional airports, developed industrial parks are ot-
her physical infrastructure that undoubtedly sup-
port SEZs effectiveness. Malaysia's central lo-
cation in the Asia Pacific region makes it an ideal 
gateway to Asia.  
 
“Cost of Singapore is increased. Nobody goes to 
China because of intellectual property. Malaysia 
has very good law of intellectual property and 
infrastructure for manufacturing company like us. 
To ship from Penang to California maximum is 
only take 2 days with a low cost and risk (theft, 
high rejection, etc.)”  
(Benchmark, 2012)  
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The other input factor that can encourage growth 
of SEZs in Malaysia is administration infra-
structure. Medium-term economic planning in Ma-
laysia has been effected through a series of five-
year plans, and the country’s relatively high-
quality public administration has allowed for ef-
fective implementation of its development policies 
and programs.  
 
Malaysia also set up a one-stop shop hosting the 
company registry, the Inland Revenue Board, 
customs, financial institutions, the pension and 
social security agencies. Electronic systems that 
have been emplaced in many areas have signifi-
cantly reduced administrative costs.  
 
Malaysia’s company registry invested $12.7 milli-
on in a sophisticated registration system over 5 
years. The investment was fully covered by fees 
generated by the registry.  
 
In 3 years after the reform, the number of regi-
stered businesses increased by 19%—and the 
compliance rate for filing annual tax returns rose 
from 28% to 91% (Sarunhanjaya Syarikat Malay-
sia, Companies Commission of Malaysia) 
 
Within 6 weeks after the introduction of the new 
system, 5,439 applications were recorded online. 
This new system reduced administrative costs by 
71.3%, saving €10.2 million a year. Some refor-
mers offer incentives to use e-systems. Malaysia 
reduced company registration fees as part of the 
government’s economic stimulus package, with 
the expected benefit being the registration of 
320,000 new businesses in 2009. I 
 
n East Asia and Pacific region, Malaysia supports 
cut filing and service time by 15 days by adding 
administrative staff to deal with incoming cases 
and setting stricter deadlines. It also improved 
caseload allocation by creating a fast track in the 
commercial division of the Kuala Lumpur high 
court, to deal exclusively with interlocutory mat-
ters (IFC, 2010). 
 
Government’s Roles 
 
The impressive achievement of SEZs in Malaysia 
cannot be separated from the eminent role of MI-
DA (Malaysian Investment Development Authori-
ty) which is the government's principal agency for 
the promotion of the manufacturing and services 
sectors in Malaysia.   
“Government of Malaysia treated us very well“ 
(Kobay, 2011) 
 
The wide range of services provided by MIDA 
includes providing information on the opportuni-
ties for investments, as well as facilitating compa-
nies which are looking for joint venture partners. 
MIDA function is explained in Table 14 
 
Table 4. Functions of MIDA, Source : MIDA 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
MIDA also assists companies interested in ven-
turing abroad for business opportunities. For 
example, when their current investor would like to 
expand their market abroad, MIDA can help them 
as well. As shown in the following quote: 
 
“When investors encounter any problem, they 
can contact MIDA at first to help so that they feel 
save to do business in Malaysia. To further en-
hance MIDA's role in assisting investors, senior 
representatives from key government agencies 
are stationed at MIDA's headquarters in Kuala 
Lumpur to advise investors on government polici-
es and procedures. These representatives in-
clude officials from Department of Labour, Immi-
gration Department, Royal Malaysian Customs, 
Department of Environment, Tenaga National 
Berhad, and Telekom Malaysia Berhad”.  
(MIDA Penang, 2011)  
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During our interview, the director of MIDA Penang 
also said that they have constant efforts to obtain 
feedback from the business community through 
channels of consultation such as regular govern-
ment-private sector dialogues.  
 
These allow the various business communities to 
air their views and to contribute towards the for-
mulation of government policies which concern 
them.  
 
“Government policy is very friendly business. 
Therefore, to decrease complain and enhance our  
mutual understanding, there is regular meeting 
between  zone manager, custom, and company.” 
 (Head of Custom Penang, 2011)   
 
Since there is a close relationship between inve-
stors and government officers, Malaysian govern-
ment also aware of the possibilities of corruption 
or abuse of power. To reduce these possibilities, 
they always try to keep everything transparent 
and professional.  
 
“Here is our strategy to keep the officials clean : 
there is rotation and transfer  for the official in 
certain period. Anti corruption agency attack 
certain departments which are prudent with cor-
ruption. They conduct internal control for “hot 
spot, hot staff, and hot job”. They investigate 
everything and report it if there is any indication”  
(Head of Custom Penang, 2011). 
 
Table 5: Doing Business in Malaysia, Source: 
Economic overview, 2011. www.mida.gov.my  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Table 5 shows the rank of doing business in Ma-
laysia which upgraded from 23th (2010) to 21th 
(2011).  
Some variables that successfully accelerated 
Malaysian rank are: starting   business, environ-
ment regulatory, property registration, tax incen-
tive for investor, and closing business.  
 
Active steps to reduce the regulatory burdens 
and streamline the business environment with 
the objective of raising investment and growth 
are the part of regulatory environment in Malay-
sia. The government have taken steps to in-
crease the supply of skilled workers and enhance 
the employability of the human resources.  
 
When there is company outside the zone, they 
can get the same facilities with company inside 
the zone by applying to custom agency to get 
exemption facility.  
 
Restrictions of doing business in Malaysia are 
ownership of industrial land which is usually on a 
leasehold basis, ranging from 30 to 99 years. 
However, freehold land is also available for indu-
strial purposes. Shortages of skilled workers and 
regulatory burdens are the key adverse features 
of the investment climate. 
 
“Firms note that the difficulty in hiring local 
workers, the regulations for hiring foreign 
workers, and skill shortages are the reasons why 
they are understaffed.” 
 
Moreover, the fact that many electronics compa-
nies located in the same compound result in a 
strive competition. Retaining the best employee 
become a daunting challenge in this region.  
 
Incentive  
 
Government incentive for investors also one of 
the variable that upgraded rank of doing business 
in Malaysia (MIDA, 2011). In Malaysia, incentive 
divided by two categories:  tax incentive and non 
tax incentive. The type of tax incentives are: 
 Pioneer Status gives  exempt on 70% of 
income for 5 years 
 Pioneer Plus gives 100% exempt for 5 or 
10 years 
 Investment Tax Allowance, deduct 60% of 
investment against 70% of income 
 Investment Tax Allowance,  deduct 100% 
of investment against 100% of income 
 FIZs have tax incentives plus duty free im-
port on equipment and raw materials 
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A set of non tax incentive will also be available to 
encourage investors’ participation (although the 
policy is different from one SEZ to other SEZ re-
gions. Government also provide special incen-
tives for companies who invest in the knowledge-
intensive activities.   
 
They fully aware that they face global competition 
to get investors from other country as well. There-
fore, an attractive incentive and most importantly 
value added of their location should be profound 
which is indicated in the following interview: 
 
 “We realize that there is a tight competition in 
attracting FDI. In this sense, we divide competiti-
on in two types: inside competition and outside 
competition. Inside competition occur when inve-
stors want to move from one SEZ to other SEZ in 
Malaysia. If investors in Malaysia want to move to 
other zone, like from Penang to Johor, they can 
move easily and MIDA would not defend it.  
 
But when the competition is outside Malaysia, the 
story is different. If input factors of production in 
Malaysia are difficult than others, Malaysia still 
has other bargaining power for investor than ot-
her country. Our bargaining power is expatriate 
regulation, strong supply chain, and excellent 
transportation such as direct flight to Hong Kong 
and China, direct ship to Singapore, etc. Govern-
ment in Malaysia try to make regulation for inve-
stor as simple as possible. This is a part of our 
strategy on how Malaysia attracts new investors 
and keep current investors.”  
(MIDA Penang, 2011) 
 
Since June 2003, foreign investors could hold 
100% of the equity in all investments in new pro-
jects, as well as investments in expansion/
diversification projects by existing companies ir-
respective of the level of exports and without 
excluding any product or activity. 
 
Malaysia Investment Trend and Key Success 
Variable SEZs  
 
From a country dependent on agriculture and pri-
mary commodities in the sixties, Malaysia has 
today become an export-driven economy spurred 
on by high technology, knowledge-based and ca-
pital-intensive industries.  
 
The structural transformation of Malaysia's eco-
nomy over the last 50 years has been spectacu-
lar.  
Often dubbed the "lucky country" because of its 
wealth of mineral resources and fertile soils, Ma-
laysia did not rest on its laurels but progressed 
from an economy dependent on agriculture and 
primary commodities to a manufacturing-based, 
export-driven economy spurred on by high tech-
nology, knowledge-based and capital-intensive 
industries.   
 
Malaysia's total trade in 2008 reached RM1.19 
trillion, an increase of 6.8 per cent from RM1.11 
trillion in 2007. Exports increased by 9.6 per cent 
to RM663.51 billion in 2008 from RM605.1 billion 
in 2007.  
 
The manufacturing sector accounted for 29.9% of 
Malaysia's GDP during the first nine months of 
2008 while exports of manufactured goods made 
up 70.0% of the country's total exports. From 
being the world's largest producer of rubber and 
tin, Malaysia is today one of the world's leading 
exporters of semiconductor devices, computer 
hard disks, audio and video products and room 
air-conditioners. 
 
Malaysia has edged up another position to rank 
18th this year in the global competitiveness sur-
vey of 57 countries by the Switzerland-based In-
stitute for Management Development (IMD) in its 
World Competitiveness Yearbook (WCY) 2009. 
Parameters of improvement in this competi-
tiveness are economic efficiency (9th to 8th rank), 
business efficiency (13th to 4th rank), and 
government efficiency (19th to 9th rank). Malay-
sia competitiveness Ranking can be seen as Ta-
ble 6 below. 
 
Table 6: World Competitiveness Ranking, 
Source: World Competitiveness Report 2010 
IMD. 
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Our interview with MIDA (April 2011) indicated 
that Malaysia is acknowledged as a premier in-
vestment destination due to the following reasons:  
recognised as the 1st for investor protection 
(Forbes Report, 2009); 3rd attractive location for 
outsourcing destination (A.T. Kearney Global Ser-
vice Location Index, 2010); 10th most competitive 
economy in 2010 (Institute Management of Deve-
lopment, 2010); and 23rd for ease of doing busi-
ness in 2010 (The World Bank, 2010).   
 
To keep company stay and feel enjoyable in 
Penang, government not only focuses on busi-
ness but also other aspects that make them feel 
comfortable to stay with their family. For example, 
there are 7 international schools for investor’s 
children in Penang.  
 
This small island is also furnished with internatio-
nal hospital, high-tech park, shopping centre, etc. 
George Town, the capitol city of Penang, is an-
nounced by UNESCO as the world heritage site, 
that in somehow provide a balance life for inve-
stor. They are not just only came to Penang for 
work but also for pleasure. Even investors whom 
invest in other state of Malaysia spend their time 
in Penang which make economic effect of Penang 
is even bigger than other. 
 
Conclusion 
 
This paper clearly shows that strategic location, 
well equipped infrastructure, transparency in 
custom, tax offices as well as the availability of 
talented human resources who have division 
background that suitable for electronic industry 
became Penang sources of their competitiveness.  
Penang not only has good infrastructure logistic, 
good education to support industry, supply chain, 
IT protection, transparency, government, get 
people experiences in electronic manufacturing, 
the labors can be trained to match with the indu-
stry need.  
 
On top of that, George Town as the capitol of 
Penang has announced by UNESCO as a world 
heritage site. Thus, Penang has transformed not 
only a place for work but also a pleasant place to 
stay for investor.   
 
This paper also highlight the eminent role of 
government support, educational and research 
institutions (colleges and universities), non-profit 
organizations and trade associations all play im-
portant roles in cluster development and have a 
catalytic effect on clusters in Malaysia.  
For example, the private sector is the key to suc-
cess as private sector-led initiatives are simply 
more successful. Anchor companies (the eight 
samurai) play a disproportionately large role in 
seeding and upgrading clusters, acting as a ma-
gnet for other companies and supporting projects 
that improve the business environment. Educa-
tional and research institutions play pivotal roles 
in cluster development. It is worth noting that the 
majority of clusters either originated at educatio-
nal institutes or in close proximity to universities. 
Community colleges and vocational apprentice-
ship training centres produce the specialized 
workforce essential to the cluster’s success.   
 
The only eminent drawback came from the 
though competition inside clusters. High jacking 
the best talent became normal phenomena that 
made retaining the best employee becomes a 
daunting challenge in this region.  
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